
HONG KONG BAR ASSOCIATION
COMMENTS ON THE CONSULTATION ON PROPOSAL TO EMPOWER SFC TO INITIATE DERIVATIVE ACTION

Introduction

1. In this paper, the Hong Kong Bar Association (“HKBA”) will only comment on Part II of the Consultation Paper jointly released by the Financial Services and the Treasury Bureau and the Securities and Futures Commission (“SFC”) in May 2003. 

2. Unless otherwise stated, abbreviations used in this paper are the same as the abbreviations used in the Consultation Paper. References to paragraph numbers are to paragraph numbers in the Consultation Paper. 

Basic Proposal

Paragraph 8

3. The HKBA supports the proposal to provide the SFC with a statutory right to initiate, without Court approval, a derivative action against wrongdoers and notes that:- 

(1) the grounds for commencing a derivative action are the same as those listed in paragraph 15.26 of the Consultation Paper published by the SCCLR in July 2001;

(2) by dispensing with the requirement of Court approval, there will be no “trial within a trial” which will only increase the costs of the litigation; and

(3) if the Proposal were implemented, the SFC would make its own investigation prior to commencing any derivative action. Such investigation, coupled with the requirement to consider the various “case selection criteria” (paragraphs 26 to 30), should be sufficient to ensure that the right would not be misused or abused. 

Necessity for and efficacy of granting a statutory right to SFC

Paragraph  19

4. The new powers to be given to the shareholders (pursuant to the first four recommendations made under the SCCLR Phase I review) will not enhance the position of shareholders of listed companies. As is apparent from the discussion at paragraph 15.14 of the Consultation Paper of the SCCLR, the main disincentives for minority shareholders to initiate an action on behalf of the company are the liability for costs and the fact that any damages recovered enure only to the company.

Paragraph 21

5.
Although under s.214(2)(b) of SFO, the Court may direct a listed company to initiate legal action against specified persons on specified terms, such power is difficult to invoke. First, prior to making an application under s.214, the SFC has to consult and, presumably, obtain the endorsement of the Financial Secretary and, where the company is an authorised financial institution, the Monetary Authority (s.214(3) of SFO). Secondly, the requirement of a court order under s.214(3) means that there will be a “trial within a trial”.   

6.
It should be noted that although a similar power exists in the context of s.168A petition under the CO (s.168A(2)(b)), in practice, such power is rarely exercised. There is no reported local case or written judgment (as far as can be seen from the Judiciary web site) in which the Court exercised the power under s.168A(2)(b).

Paragraph 22

7.
The concern that public resources will be expended on private commercial disputes may be alleviated if the proposed mechanism discussed in paragraphs 20 to 25 below is adopted.  

Paragraph 23

8.
The issue as to the likelihood of the shareholders initiating a derivative action is one of “case selection criteria” and should not be regarded as an argument against the Proposal. 

Paragraph 24  

9.
It is more expedient to have all the proposed changes for the purpose of enhancing the corporate governance regime) implemented at around the same time. If the Proposal is held in abeyance pending the outcome of the implementation of the other changes, the practical effect is probably to delay the implementation of the Proposal for at least a number of years. 

10.
The question now under consideration is whether to confer a statutory power upon the SFC to commence a derivative action on behalf of a listed company. Such question should be considered on its own merits. Accordingly, if, as a matter of principle, it is right to give such power to the SFC, the Proposal should be implemented in its own right. Whether or not this power will in fact be exercised in preference or in addition to the other powers will be a matter for the SFC to consider in the future and on a case by case basis. It is not a matter which should deter the implementation of the Proposal.    

Case selection criteria

Paragraph 26

11.
The HKBA endorses the proposal that the SFC may act on the matters set out in sub-paragraphs (a) to (e) and suggests that the SFC may act on any one of those matters. 

Paragraph 28

12.
The HKBA agrees with the case selection criteria listed in this paragraph but queries whether such criteria will be used as internal guidelines of the SFC or will be published and, if so, by what means. As the SFC is a regulatory body, there is an obvious advantage in publishing the guidelines to the public. 

13.
The HKBA proposes that another consideration relevant to the determination of “public interest” is the number of individual (as opposed to institutional) shareholders whose interest have been affected. In the case of a listed company whose shares are mainly held by the institutional investors, there is less need for the SFC to initiate a derivative action on behalf of the company. 

Paragraph 30

14.
The HKBA supports the proposal that the SFC should have a large discretion in determining whether to take on a case. To permit any person to challenge the decision of the SFC to initiate a derivative action, whether by way of judicial review or otherwise, will again result in “trial within a trial” and therefore increase the costs and the time in prosecuting the action. 

Paragraph 31  

15.
The HKBA agrees that the SFC should be able to settle a case without the agreement of all aggrieved shareholders. However, there are practical difficulties in requiring the SFC to obtain court sanction in respect of the settlement proposal. 

16.
In obtaining the sanction of the Court, the terms of the settlement proposal, the without prejudice communications between the parties and the matters relating to the strength and weakness of the case will have to be disclosed to the Court. It is undesirable for these matters to be disclosed to the Judge who is seised of the proceedings (usually the Companies Judge). This is because if the settlement were fell through, the proceedings would have to be heard by the same Judge.  

17.
On the other hand, if the sanction was to be obtained from a Judge who is not seised of the proceedings, a heavy burden would be imposed on the Judge as he or she would have to go through all the papers before reaching a view on whether to sanction the settlement. If it is suggested that the Judge, in determining whether to sanction the settlement, would rely on the recommendations of the SFC, it is doubtful whether the requirement of obtaining Court sanction would serve any useful purpose. 

Paragraphs 32 to 34 

18.
The HKBA supports the proposal to extend the provision under s.165 of the CO to oversea companies and agrees that there is no reason why oversea companies whose shares are listed on the Stock Exchange of Hong Kong Limited should be treated differently. 

Funding of the Proposal

Paragraph 39

19.
Consideration may be given to allowing the SFC to recoup its own costs from  and to share any damages awarded to the company. The rationale for this proposal is to recognise the risk taken by the SFC in having carriage of the action and to give an additional source of funding to the SFC in prosecuting future actions. In a case where the action is brought by the SFC as a last resort, there  is a further justification that if the SFC does not take any action on behalf of the company, no damages would be recovered by the company.   

20.
The SFC may consider adopting the provision under s.265(5B) of the CO which is applicable to every company under liquidation. 

21.
Under the current insolvency regime, if a claim made by a company under liquidation and funded by a creditor is successful, the creditor may be able to recover the costs and fees it provided to the liquidator or the Official Receiver (as the case may be). It may also be able to obtain a larger dividend than the other creditors from the damages recovered by the company under section 265(5B) of the CO which provides as follows:-

“Where in any winding up assets have been recovered under an indemnity for costs of litigation given by certain creditors, or have been protected or preserved by the payment of moneys or the giving of indemnity by creditors, or where expenses in relation to which a creditor has indemnified a liquidator have been recovered, the court may, on the application of the Official Receiver or the liquidator or any such creditor, make such order as it deems just with respect to the distribution of those assets and the amount of those expenses so recovered with a view to giving those creditors an advantage over others in consideration of the risk run by them in so doing.”

22.
Under s.265(5B), the Court may exercise its power to award a larger dividend to the funding creditor. How much more will be awarded to the funding creditor is essentially an ex post facto exercise : 

“the Court is only empowered to consider what is just after the material recovery and with the wisdom of hindsight. It can then see exactly what steps have had to be taken, and measure precisely the risk or risks in fact run by the material creditors” 

(Re Kiu May Construction Co Ltd [1986] HKLR 165, CA at 168G-H, per Hunter J.). 

23.
Section 265(5B) is derived from section 292(10) of the New South Wales Companies Act 1961 which in turn is derived from section 77 of the New South Wales Bankruptcy Act 1899. The guidance as to how this discretion will be exercised can be found in Re Farrow [1957] QSR 452 at 458 where Jefferies J. held that:

“Each case must stand on its own footing, and a Judge must arrive at the best conclusion he can after weighing all the circumstances, the amount of risk run, the amount recovered, the proportion between the debts of indemnifying creditors and the non-indemnifying creditors and all other matters” 

24.
Such guidance was applied by the Court of Appeal in Re Kiu May Construction Co Ltd (supra, at 169F-G). The only other reported Hong Kong decision on how the Court exercises its discretion under section 265(5B) of the CO is Re Intertrans Far East Ltd [1994] 2 HKLR 331 where Rogers J. (as he then was) made an order that the creditor which had previously indemnified the Official Receiver to the extent of HK$10,000 for the purpose of enabling the Official Receiver to take the necessary action to recover some assets was entitled to receive an extra $10,000, being the same amount actually put at stake by the creditor. Such amount was said to be “reasonable in the circumstances and sufficient to encourage future creditors to come to the aid of liquidators” (at 333) and the learned Judge also said that “where the risk being run might be greater, higher awards may well be justified”. 
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